The paper analyzes how bank characteristics and the overall financial environment affect the performance of Islamic banks. Utilizing bank level data, the study examines the performance indicators of Islamic banks' worldwide during 1994-2001. A variety of internal and external banking characteristics were used to predict profitability and efficiency. In general, our analysis of determinants of Islamic bank profitability confirms previous findings. Controlling for macroeconomic environment, financial market structure, and taxation, the results indicate that high capital and loan-to-asset ratios lead to higher profitability. Everything remaining equal, the regression results show that implicit and explicit taxes affect the bank performance measures negatively while favorable macroeconomic conditions impact performance measures positively. Surprisingly, the results indicate a strong positive correlation between profitability and overhead.
Introduction
The steady expansion of Islamic banks has been the hallmark of the Muslim world financial landscape in the 1980s and 1990s. With a network that spans more than 60 countries and an asset base of more than $166 billion, Islamic banks are now playing an increasingly significant role in their respective economies. Based on their charters, Islamic banks have the flexibility of becoming shareholders and creditors of firms, as well as the advantage of providing investment-banking services. In this respect, Islamic banks are rapidly gaining market shares in their domestic economies 1 . In retrospect, the presence of Islamic banks exemplifies the empirical success and the viability of eliminating fixed interest payments from financial transactions.
Indeed, consolidation among banks, rising competition and continuous innovation to provide financial services, all contribute to a growing interest in a detailed critical evaluation of Islamic banks. In fact, evaluating the performance of Islamic banks is essential for managerial as well as regulatory purposes. While managers are keen to determine the outcomes of previous management decisions, bank regulators concerned about the safety and soundness of the banking system and with preserving public confidence, monitor banks' performance to identify banks that are experiencing severe problems. Without persistent monitoring of performance, existing problems can remain unnoticed and could lead to financial failure in the future. Depositors may also be interested in characterizing the performance of their bank(s) since they are not entitled to fixed returns and the nominal values of their deposits are not guaranteed. Most importantly, performance evaluation is needed to provide answers to key policy questions such as: should Islamic banks be held to the same set of regulations as conventional banks? Are they relics of a bygone era, propped up by subsidies and distorting financial-sector competition? Or, are they efficient and focused financial institutions that could, if unleashed, eventually dominate the retail financial landscape?
Previous attempts to study Islamic Banks (Ahmed 1981 , Karsen 1982 focused primarily on the conceptual issues underlying interest-free financing. The issues of viability of Islamic banks and their ability to mobilize saving, pool risks and facilitate transactions did not get enough coverage in the existing literature. Fewer studies, however, have focused on the policy implications of eliminating interest payments [Khan (1986) , Khan and Mirakhor (1987) , and Bashir (1996) ]. In fact, the lack of complete data impeded any comprehensive analysis of the 1 Their market share has grown from around two percent in the 1970s to around fifteen percent in the 1990s, see Aggarwal and Yousef (2000) .
experience of the last three decades. For example, the empirical work done so far has yielded inconclusive results [see, Bashir, Darrat and Suliman (1993) , Bashir (1999) , Zaher and Hassan (2001) and Hassan (1999) This paper intends to characterize some financial and policy indicators that impact the overall performance of Islamic banks. Specifically, the purpose of the study is to closely examine the relationship between profitability and the banking characteristics, after controlling for economic and financial structure indicators. The intention is to decide which, among the potential determinants of performance, appears to be important. By studying the connection between Islamic banks' performance and the efficiency indicators, this paper contributes to the on going discussion on the effects of deregulation and liberalization on the performance of the banking sector. In the meantime, the paper also attempts to add to the existing literature in several ways.
First, utilizing bank level data, the paper provides summary statistics pertaining to Islamic banks' sizes and profitability. Second, the paper uses regression analysis to determine the underlying determinants of Islamic bank's performance 2 . To this end, a comprehensive set of internal characteristics is examined as determinants of banks' net margins and profitability 3 . These internal characteristics include bank size, leverage, loans, short term funding, and overhead.
Third, while studying the relationship between banks' internal characteristics and performance, the paper controls the impact of external factors, such as macroeconomic, regulatory and financial market environment. Among the external factors controlled, reserve taxes, and the market capitalization were not included in previous studies of Islamic banks. Moreover, some of the determinants were also interacted with the country's GDP per capita to check whether their impacts on bank performance differ with levels of income. Finally, the results show that it is 2 Since both shareholders and depositors in Islamic banks are the residual claimants to the bank's profits, bank profitability is the designated measure of bank performance. 3 The literature divides bank profitability determinants to internal and external measures. Internal factors are areas of bank management that the officers and staff of the bank have under their immediate control. By contrast, external factors are environmental aspects of the bank's market over which management has no direct control (Bourke, 1989 , Molyneux and Thronton, 1992 , Fraser, Gup and Kolari, 2001 ). possible to conduct a meaningful analysis in spite of the substantial differences in regulations and financial development between the countries in the sample. The rest of the paper is organized in four sections. Section 2 identifies the data sources, defines and highlights the variables benchmarking Islamic banking performances. In section 3, we formulate the predicted model and discuss the possible links between bank performance and the set of internal and external indicators. Section 4 represents the empirical results while the conclusions are stated in section 5.
The Data and Variables
The data used in this study are cross-country bank-level data, compiled from income statements and balance sheets of Islamic banks in 21 countries for each year in the 1994-2001 period. Let us begin our review with an initial assessment of the banking sector of the selected Islamic countries by analyzing some accounting ratios as given in Table 2 without controlling for the other variables that are also important. We will move into deeper analysis gradually.
In column 1 through 4 of Table 2, presents the averages of four macro-economic variables, which are Gdp/Cap, Growth, Inflation and Real Interest. Per capita GDP measured in 1995 USD is highest in Qatar (19.907 USD in 1995 dollars) followed by UA Emirates 19, 988) and then by Brunei (17, 657) . Sudan has the lowest per capita GDP (284). Bangladesh, Gambia and Yemen all have per capita GDP within the range of 300 to 350. Growth rates of GDP vary within the sample countries from a highest of 5.77 percent per year in Sudan and a lowest of .98 percent in Indonesia. Inflation is highest in Sudan (49.44 percent per year) followed by Indonesia (24.40) and Iran (23.15) . It is lowest in Jordan at 1.82 followed by 1.98 in UA Emirates. Real interest is highest in Gambia (20.80) and lowest in Algeria (-1.66). Therefore, the Islamic Banks that we are about the study operate different countries around the world at different levels of development. Economic structure, historical backgrounds, social norms and cultural values of these countries are also diverse in many ways.
Column 5 to 7 of Table 2 shows reserve to deposit ratios, bank to GDP ratios, and tax ratios. These ratios are indicators of financial market structure. Reserve to deposit ratio is highest in Jordan 46.69 percent followed by Iran at 31.64 and then by Sudan at 26.03. The ratio is lowest in Algeria (1.97). Bank to GDP ratios, which is the ratio of the deposit money bank divided by GDP, is highest in Lebanon (127.40) followed by Malaysia (117.47) and then by Kuwait (100).
Sudan has the lowest bank to GDP ratio of .01 and is preceded by Yemen (8.82 ) and then Mauritania (11.35) . Tax ratio is highest in Iran (75 percent). It is followed by Sudan and Malaysia, both just over 68.00. It is lowest in Bahrain -7.87 percent.
In column 8 of Table 2 we present the Deposit Insurance dummy variable. It takes a value of 1 if such an insurance scheme is present otherwise it takes 0. We can observe that only Bahrain, Bangladesh and Lebanon have such schemes. In column 9, we present the concentration ratios defined as the ratio of the three largest banks' asset to total banking sector assets. We can see that the concentration ratio is very high in Mauritania (97 percent) followed by Bahrain (84 percent) and then by Qatar (79). It is lowest in Bangladesh (9.13). For other countries included in the sample this ratio ranges from 66 to 26 percent. This is high indeed. This indicated lack of competition within the banking sector. The last column of Table 2, presents the credit variables which are defined as the domestic credit of the private sector over total assets of the banking system. Mauritania has the highest credit ratio of 88 percent followed by Saudi Arabia (83) and then by Tunisia (73).
Financial institutions in general and banks in particular are exposed to a variety of risks, whereby the extent of these risks depends on the portfolio characteristics of individual banks (IMF, 2001) . The variety of risks to which banks are exposed justifies looking at aspects of bank operations that can be categorized under the CAMEL framework 4 . Recent studies have attempted to deepen our understanding of the financial soundness indicators that are more relevant for the analysis of financial stability. The recent studies have focused on the contemporaneous indicators of financial health. No consensus has yet emerged, however, on a set of indicators that is more relevant to assessing financial soundness or to building effective early warning systems.
Nonetheless, the literature provides some empirical justifications for the use of most of the variables that have been identified as prudential indicators of financial soundness (IMF, 2000) . In comparing the asset quality ratios for equal-sized commercial and Islamic Banks, we observe a significant difference in the ratio of loan-loss reserve to gross loans. Commercial banks in our sample tend to have more loan loss reserve -relative to the total loans -than Islamic
Banks. Since high-performing banks tend to restrain their credit risk, they tend to have lower loan loss provision ratio. The comparison between the two groups of banks indicates that Islamic Bank have a better quality of the loan portfolio. Another significant difference exists when comparing the ratio of impaired loan over total loans. As in the previous case, Islamic banks have better assets quality compared to commercial banks. Finally, a significant difference exists when comparing the percentage of net charge-off (NCO) to gross loans. The net noncharge-off indicates the percentage of loans written off the books. With a zero percent, Islamic Banks are out-performing their peers in the sample. In summary, when compared to commercial banks with similar size, Islamic banks seems to have better asset quality than their counterparts.
The second entry in Table 3 The third group of ratios presented in Table 3 is operation ratios. Generally, banks are increasingly involved in diversified operations that involve some aspect of market risks. The most important components of market risk, which significantly impact assets and liabilities of financial institutions are interest and exchange rate risks 7 . Virtually, all financial institutions are subject to interest rate risk and, therefore, it is considered as a market indicator.
Most of the operation ratios presented in Table 3 are significantly bigger for the commercial banks compared to those of Islamic Banks in our sample. These include, net interest income or revenue over total (average) assets, other operating income over total assets, nonoperating item and tax over total assets, non-operating items over net income and recurring earning power. Usually, better performing banks have larger operations ratios. In our case, commercial banks have significantly bigger operations ratios.
The last group of indicators in Table 3 , are the liquidity ratios. Liquidity is generally not a major problem for sound banks in a reasonably competitive banking system. However, liquidity 6 Financial institutions' leverage increases when bank assets grow at a faster rate than capital, and is particularly useful as an indicator In comparing the liquidity ratios for our sample banks, the two ratios that are significantly different between commercial banks and Islamic Banks are net loan over customer and short term funding, and liquid assets over customer's short term funding. These ratios tend to be higher for high-performing banks. The liquidity ratios show that commercial banks are more liquid than Islamic banks.
We find almost similar results when we compare the Islamic Bank performance ratios with those of conventional commercial banks according to deposit base. These results are reported in Table 4 .
Determinants of Islamic Banks Profitability and Spread
In this section, we formulate the model used to examine the relationship between the performance of Islamic banks and the set of internal and external banking characteristics. Since the ultimate objective of management is to maximize the value of the shareholder's equity, an optimal mix of returns and risk exposure should be pursued in order to increase the profitability of the bank. Hence, a comprehensive plan to identify objectives, goals, budgets, and strategies should be developed. The planning should encompass both internal and external performance dimensions. Because of increasing innovation and deregulation in the financial service industry, internal and external competitiveness is becoming a critical factor in evaluating performance.
While internal performance is evaluated by analyzing financial ratios, external performance is best measured by evaluating the bank's market share, regulatory compliance, and public confidence.
The operating efficiency and profitability measures used as criterion for performance are specified below. Whereas capital, leverage, overhead, loan and liquidity ratios were used as proxies for the bank's internal measures, macroeconomic indicators, taxation, financial structure, and country dummies were used to represent the external measures. A linear equation, relating
8 Acute liquidity problems could potentially lead to widespread solvency problems if banks are forced to liquidate their assets at a significant loss. These effects would have grave consequences to borrowers, lenders and the economy at large. the performance measures to a variety of financial indicators is specified 9 . The subsequent regression analysis starts from estimating the following basic equation:
where, I ijt = is the measure of performance (either non-interest margin or before tax profit margin) for bank i in country j at time t; B it are bank variables for bank i at time t; ε is an error term. Although the primary focus of this paper is the relationship between performance and bank internal variables, the inclusion of macroeconomic variables, financial structure variables, and the country dummies is meant to control for cyclical factors that might affect bank performance. Several specifications of equation (1) are estimated.
Measures of Performance
Evaluating bank performance is a complex process that involves assessing interaction between the environment, internal operations and external activities. In general, a number of financial ratios are usually used to assess the performance of financial intermediaries. The primary method of evaluating internal performance is by analyzing accounting data. Financial ratios usually provide a broader understanding of the bank's financial condition since they are constructed from accounting data contained on the bank's balance sheet and financial statement.
Another key management element that many studies have found to be a primary factor in assessing bank performance is operating efficiency. In measuring efficiency, both ex ante and ex post spreads can be used to provide information on cost control. Generally speaking, ex ante spreads are calculated from the contractual rates charged on loans and rates paid on deposits. In contrast, however, the spread for the Islamic banks can be calculated from the rates of return generated from various non-interest banking activities, including participation in direct investment. As an efficiency indicator, we use the ex post spreads consisting of revenues generated from Islamic banking operations such as mark-up (Murabaha), rent-to-own (Ijara), deferred sale (Bai Mu'jal), and service charges, minus the expenses of carrying such activities 11 .
Accounting values from the bank's financial statement were used to compute the ex post spread and profitability measures employed in this study.
Four measures of performance are used in this study: the net non-interest margin (NIM), profit margin (BTP/TA), returns on assets (ROA), and returns on equity (ROE). The NIM is defined as the net income accruing to the bank from non-interest activities (including fees, service charges, foreign exchange, and direct investment) divided by total assets. Non-interest income is growing in importance as a source of revenue for conventional banks in the 1990s. Some of the fastest growing non-interest income items include ATM surcharges, credit-card fees, and fees from the sale of mutual funds and annuities (see Kidwell, Peterson and Blackwell, 2000) . For
Islamic banks, non-interest income, NIM, makes up the lion's share of total operating income and captures the bank's ability to reduce the risk of insolvency. Moreover, since the returns on Islamic banks' deposits are contingent on the outcomes of the projects that banks finance, then NIM reflects the management's ability to generate positive returns on deposits. If banks were able to engage in successful non-loan activities and offer new services, non-interest income will increase overtime (Madura, 2000) . Goldberg and Rai (1996) used the net non-interest return as a rough proxy of bank efficiency 12 .
The bank's before-tax profit over total assets (BTP/TA) is used as a measure of the bank's profit margin. This measure is computed from the bank's income statement as the sum of noninterest income over total assets minus overhead over total assets minus loan loss provision over total assets minus other operating income. BTP/TA reflects the banks' ability to generate higher profits by diversifying their portfolios. Since large size (scale) enables banks to offer a large menu of financial services at lower costs, then positive relationships between BTP/TA and the explanatory variables in equation (1) will give support to the efficient-structure hypothesis (Smirlock, 1985) .
Other alternative measures of overall performance are ROA and ROE. Both measures are closely tied to the key item in the income statement; net income. ROA and ROE have been used in most structure-performance studies and are included here to reflect the bank's ability to generate income from nontraditional services. ROA shows the profit earned per dollar of assets and most importantly, reflects the management ability to utilize the bank's financial and real investment resources to generate profits. For any bank, ROA depends on the bank's policy 11 The ex post spreads on conventional banks consist of the difference between banks' interest revenues and their actual interest expenses. 12 Since the operations of Islamic banks are generally risky, any change in the perceived risks faced by the bank will necessarily be reflected on this margin.
decisions as well as uncontrollable factors relating to the economy and government regulations.
Many regulators believe return on assets is the best measure of bank efficiency. ROE, on the other hand, reflects how effectively a bank management is using shareholders funds. A bank's ROE is affected by its ROA as well as by the bank's degree of financial leverage (equity/ asset).
Since returns on assets tend to be lower for financial intermediaries, most banks utilize financial leverage heavily to increase return on equity to a competitive level.
Bank Characteristics
To assess the relationship between performance and internal bank characteristics, our analysis utilizes several bank ratios. These supplemental measures are particularly useful for comprehensive understanding of the factors underlying a bank's net margins and the quality of bank management. The set of ratios used comprises fund source management (CSTFTA), funds use management (OVRHD/TA and NIEATA), leverage and liquidity ratios (EQTA and LOANTA). Each one of these determinants was also interacted with per capita GDP to capture the effects of GDP on bank performance. The capital ratios have long been a valuable tool for assessing safety and soundness of banks. Bank supervisors use capital ratios as rules of thumb to gauge the adequacy of an institution's level of capital. Since capital management is related to dividend policy, banks generally prefer to hold the amount of capital that is just sufficient to support bank operations. Starting 1988, the Basel Accord has imposed uniform capital ratio standards on banks internationally.
Previous studies of the determinants of bank profitability in the United States found a strong and statistically significant positive relationship between EQTA and profitability. This supports the view that profitable banks remain well capitalized; or the view that well capitalized banks enjoy access to cheaper (less risky) sources of funds with subsequent improvement in profit rates (see Bourke, 1989) . A positive relationship between the ratio of bank loans to total assets, LOANTA, and profitability was also found from using international database (Demirguc-Kunt and Huizinga, 1997). Bank loans are expected to be the main source of revenue, and are expected to impact profits positively. However, since most of the Islamic banks' loans are on the form of profit and loss sharing (loans with equity features), the loan-performance relationship depends significantly on the expected change of the economy. During a strong economy, only a small percentage of the PLS loans will default, and the bank's profit will rise. On the other hand, the bank could be severely damaged during a weak economy, because several borrowers are likely to default on their loans. Ideally, banks should capitalize on favorable economic conditions and insulate themselves during adverse conditions.
Since the bulk of the earnings of Islamic banks come from non-interest activities, the ratio of non-interest earning assets to total assets, NIEATA, is expected to impact profitability positively. The ratio of consumer and short-term funding to total assets, CSTFTA, is a liquidity ratio that comes from the liability side. It consists of current deposits, saving deposits and investment deposits. Since liquidity holding represents an expense to the bank, the coefficient of this variable is expected to be negative.
The ratio of overhead to total assets, OVRHD, is used to provide information on variation in operation costs across the banking system. It reflects employment, total amount of wages and salaries as well as the cost of running branch office facilities. A high OVRHD ratio is expected to impact performance negatively because efficient banks are expected to operate at lower costs.
On the other hand, the usage of new electronic technology, like ATMs and other automated means of delivering services, has caused the wage expenses to fall (as capital is substituted for labor). Therefore, a lower OVRHD ratio may impact performance positively. Meanwhile, the interaction variable OVRGDP captures the effects of both overhead and GDP on the performance measures. The sign of the coefficient of this variable is not restricted.
The Control Variables
To isolate the effects of bank characteristics on performance, it is necessary to control for other factors that have been proposed in the literature as possible determinants of profitability.
Four sets of variables are expected to be external to the bank: the macroeconomic environment, the financial market structure, and the taxation indicator variables. The economic conditions and the specific market environment would obviously affect the bank's mixture of assets and liabilities. We introduce these indicators in order to see how they interact with each other and how they affect bank performance. Three indicators are used as proxies for macroeconomic conditions: GDP per capita, GDPPC, the real interest rate (RI) and real interest rate*GDPPC. The GDP per capita variable, GDPPC, is expected to have an effect on numerous factors related to the supply and demand for loans and deposits. It is hypothesized in this paper that GDPPC affects performance measures positively. Since most of the countries in the sample are characterized as low or middle income, banks in these countries are expected to operate less competitively and are, therefore, expected to generate higher profit margins.
Previous studies have also revealed a positive relationship between real interest rate (RI) and bank profitability (Bourke, 1989 Studies of financial structure for the banking industry relate bank performance to several market constraints. Competition from other providers of financial services and from the stock market may influence bank's operations (Fraser et al, 2000) . In this study, we use the ratio of total bank deposits to GDP (BNK) to measure the influence of the financial market, despite the fact that financial and capital markets are still at the initial stages of development in the countries in our sample. The size of the banking system (BNK), comprising the ratio of total assets of the deposit money bank to GDP, is used to measure the importance of other financial competitors in the economy. Both variables are expected to impact performance negatively. Furthermore, BNK is also interacted with GDP and with each other. Moreover, the number of banks (BANKS) is used to show the impact of competition on Islamic bank profitability. Finally, the total assets (ASST), is used to control for cost differences related to bank size and for the greater ability of larger banks to diversify. The first factor may lead to positive effects if there are significant economies of scale while the second may have negative effects, if increased diversification leads to higher risks and lower returns.
Empirical Results
This section analyzes and presents the regression results. The data from the sample of 43
Islamic banks are pooled for all eight years (1994) (1995) (1996) (1997) (1998) (1999) (2000) (2001) and used to replicate and extend earlier research. Different specifications of equation (1) The first bank characteristic variable is book-to-value equity divided by total assets lagged one period (Equity/TA (t-1)). As with Demirguc-Kunt (1997) and Berger (1995) , we find a statistically significant positive relationship between Equity/TA (t-1) and Net non-Interest
Margin. Unlike the above-mentioned studies, we find a statistically significant inverse relationship between the equity variable and ROE, indicating that high capital ratio reduces the returns on equity of Islamic Banks. Further, our results show an almost lack of correspondence between the capital ratio variable and the return on assets (ROA). However, when controlling for macro variable, taxation and finance variables, we find a significant negative relation when the dependent variable is profitability (Table 7 , specification 4).
In the regressions, the Equity/TA (t-1) variable is also interacted with per capita GDP We now discuss the effects of macroeconomic variables. Per capita GDP has significant positive coefficient in NIM (specification 2 and 3). It does not have significant coefficient in profitability, ROE and ROA. Next we discuss the growth rate of GDP (GDPGR) variable. It has significant positive relation with NIM (specification 3 and 4), in all specification of profitability, ROA and specification 1 or ROE. As regards inflation rate (INF) and its interaction term with GDP the only significant variable is observed in specification 3 of ROA. Therefore, the impact of these variables on the profitability measures in not conclusive.
Next we present the effect of taxation variables. We observe that reserve variable (RES) and its interaction term with per capita GDP (RESGDP) have no significant relation with any of the performance measures. Our results also show that taxation (TAX) has meaningful positive impact on all the specifications of NIM. Its coefficient is significant only in specification 4 of profitability and ROA. In the rest of the specifications the impact is not statistically significant.
We can cautiously conclude that, there is some statistically meaningful relationship between taxation and profitability in Islamic Banks.
For the Financial Structure variables, our results indicate that the total assets of the deposit money bank divided by GDP, its interaction term with GDP and number of banks does not have a significant coefficient in any of the specifications. Concentration has significant impact on profitability, ROE and ROA. Credit has significant and negative correlation on profitability, ROE and ROA. Banks total assets (ASST) has negative and significant and non-zero correlation on profitability and ROA. This implies a negative association. This negative correlation imply that -to some extent -big size tends to be associated with less profitability in Islamic Banks. Although it affects the other two profitability measures (ROA and Before Tax Profit) positively, the impact is not significantly different from zero.
Conclusion
The preceding empirical analysis allows us to shed some light on the relationship between banking characteristics and performance measures in Islamic Banks. First, the Islamic banks' profitability measures respond positively to the increases in capital and negatively to loan ratios. The results revealed that larger equity to total asset ratio leads to more profit margins.
This finding is intuitive and consistent with previous studies. It indicates that adequate capital ratios play an weak empirical role in explaining the performance of Islamic banks. Islamic Banks' loan portfolio is heavily biased towards short-term trade financing. As such, their loans are low risk and only contribute modestly to the bank profits. Bank regulators may use this as an evidence for prompt supervisory action. Second, the results also indicate the importance of consumer and short-term funding, non-interest earning assets, and overhead in promoting banks' profits. A high CSTF to total asset ratio is shown to lead to low non-interest margins. The counter intuitive finding about the association between NNIM (net not interest margin) and overhead suggests that high profits earned by banks may be appropriated in terms of higher wages and salaries. It appears that the expense preference behavior appears to be holding in the Islamic banking market.
Third, the results suggest that the regulatory tax factors are important in the determination of bank performance. However, our findings seem to suggest that reserve requirement does not have a strong impact on the profitability measures. Fourth, favorable macroeconomic environment seems to stimulate higher profits. Higher growth rate of GDP seem to have a strong positive impact on the performance measures. However, per capita GDP seem to have limited effect on performance.
Inflation rate and its interaction term with GDP do not seem to have a significant impact on performance. Finally, the size of the banking system has negative impact on the profitability except net non interest margin. • Loan Loss Res / Gross Loans: The loan loss reserve over gross loan ratio indicats how much of the total portfolio has been provided for but not charged off. It is a reserve for losses expressed as percentage of total loans. Given a similar charge-off policy, the higher the ratio the poorer will be the quality of the loan portfolio.
• Loan Loss Prov / Net Int Rev: Loan loss provision over net interest revenue presents the relationship between provisions in the profit and loss account and the interest income over the same period. Ideally this ratio should be as low as possible. In a well-run bank, if the lending book is higher in risk, this would be reflected by higher interest margins. If the ratio deteriorates this means that risk is not being properly remunerated by margins • Loan Loss Res / Impaired Loans: The loan loss reserve over impaired loans (nonperforming loans) ratio relates loan loss reserves to non-performing or impaired loans. The higher this ratio is the better provided the bank is and the more comfortable we will feel about the assets quality.
• Impaired Loans / Gross Loans: This is a measure of the amount of total loans which are doubtful. The lower this figure is the better the assets quality • NCO / Average Gross Loans: Net charge off or the amount written-off from loan loss reserves less recoveries is measured as a percentage of the gross loans. It indicates what percentage of today's loans have been finally been written off the books. The lower this figure the better as long as the write off policy is consistent across comparable bank • NCO / Net Inc Bef Ln Lss Prov: Net charge-off over net income before loan loss provision ratio is measured similar to charge-offs but against income generated in the year. The lower this ratio is the better, other things being equal.
Capital
• Equity / Tot Assets: This ratio measures the ability of the bank to withstand losses. A declining trend in this ratio may signal increased risk exposure and possibly capital adequacy problem.
• Equity / Net Loans: this ratio measures the equity cushion available to absorb losses on the loan book • Equity / Cust & ST Funding: This ratio measures the amount of permanent funding relative to short term potentially volatile funding. The higher this ratio is the better.
• Equity / Liabilities: This leverage ratio is simply another way of looking at the equity funding of the balance sheet and is another way of looking at capital adequacy. shareholders. In general the higher the ratio the better but not if it is at the cost of restricting reinvestment in the bank and its ability to grow its business.
• Inc Net Of Dist / Avg Equity: This ratio is effectively the return on equity after deducting the dividend from the return and it shows by what percentage the equity has increased from internally generated funds. The higher the better.
• Non Op Items / Net Income: This denotes what percentage of total net income consists of unusual items.
• Cost to Income Ratio: This is one of the most focused on ratios currently and measures the overheads or costs of running the bank, the major element of which is normally salaries, as percentage of income generated before provisions. It is a measure of efficiency although if the lending margins in a particuar country are very high then the ratio will improve as a result. It can be distorted by high net income from associates or volatile trading income.
• Recurring Earning Power: This ratio is a measure of after tax profits adding back provisions for bad debts as a percentage of Total Assets. Effectively this is a return on assets performance measurement without deducting provisions.
Liquidity
• Interbank Ratio: this is money lent to other banks divided by money borrowed from other banks. If this ratio is greater than 100 then it indicates the bank is net placer rather than a borrower of funds in the market place, and therefore more liquid. percentage of customer and short term funds could be met if they were withdrawn suddenly, the higher this percentage the more liquid the bank is and less vulnerable to a classic run on the bank.
• Liquid Assets / Tot Dep & Bor: This ratio is similar to the mentioned above but looks at the amount of liquid assets available to borrower as well as depositors.
